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Ql. 

Al. 

Q2. 

A2. 

Q3 9 

A3. 

Q4* 

A4. 

Q5 9 

AS. 

INTRODUCTION, QUALIFICATIONS AND PURPOSE 
PLEASE STATE YOUR NAME AND ADDRESS. 

My name is James M. Schoemperlen. My home address is 39695 South 
Horse Run Dr. Tucson, AZ 85739 

DO YOU LIVE IN THE EAGLE CREST RANCH SUBDIVISION? 

Yes 

WHAT IS YOUR PROFESSION, BACKGROUND AND EDUCATION? 

I am a Certified Public Accountant; I am the Corporate Controller for 
Sargent in Tucson which is an Aerospace Company. I have a BBA in 
Accounting from the University of Wisconsin. I have a Master’s of Science 
Management from the University of Wisconsin with concentration in 
Finance. 

AS PART OF YOUR EDUCATION, DID YOU STUDY ANY OF THE CONCEPTS 
OF COST OF EQUITY ESTIMATES USING DISCOUNTED CASH FLOW AND 
THE CAPITAL ASSET PRICING MODEL? 

Yes, my Master’s thesis was written based on the analysis of these models. 

PLEASE SUMMARIZE YOUR PRIOR WORK EXPERIENCE 

Brief summary as follows: 
As Corporate Controller for Sargent in Tucson I have prepared numerous 
analysis for large capital additions including a recent significant expansion 
for the Tucson operations and I have led our mergers and acquisitions 
efforts analyzing numerous potential targets, Prior to that I was a divisional 
controller for Walbro Engine Management in Tucson, Prior to  that I was 
controller for Lear Corporation in Janesville Wisconsin where I participated 



Q6. 

A6. 

47. 

A7. 

Q8. 

AS. 

in a major plant expansion using robotics and was successful in obtaining 
significant funding from the state of Wisconsin for that expansion, Prior to  
that I held various Controllership positions with Motorola in Chicago IL and 
performed the analysis for major plant expansions both domestic and 
international, Prior to  that I worked as an Auditor for KPMG, one of the 
largest audit firms in the world and had concentrated audit experience in 
both commercial manufacturing and health care. 

DO YOU HAVE ANY EXPERIENCE IN REGULATED BUSINESSES? 

Yes, as a Senior Auditor in Charge with KPMG, I specialized in the Health 
Care Industry which is  highly regulated through both the Medicare and 
Medicaid programs. Significant rate validation processes are required to 

participate in these programs and I prepared the analysis for KPMG’s clients 
which included major hospitals and health care facilities. 

HAVE YOU DONE ANYTHING SPECIAL TO FAMILIARIZE YOURSELF WITH 
THE PRlClPALS OF REGULATION IN THE WATER INDUSTRY? 

Yes, I have reviewed the manuals “Principles of Water Rates, Fees and 
Charges, manual of water supply practices M1- fifth edition” and “Water 
Rates, Fees, and the Legal Environment - second edition”, both published 
through the American Water Works Association (AWWA). 

CAN YOU GIVE US A SUMMARY OF YOUR CONCLUSIONS ON THE 
GOODMAN WATER RATE INCREASE REQUEST BASED ON YOUR FINANCIAL 
KNOWLEDGE AND THE REVIEW OF THESE MANUALS? 

Regarding the Rate Base and Rate Design - the  objectives of the rate 
validation processes are very similar to  what is performed in the health 
industry to  validate rates. “The premise is that costs need to  be allocated to  
customers based on the required service levels and a t  the rates of use the 
customer wants .... A sound analysis of the adequacy of charges requires 
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that costs be allocated among the customers commensurate with their 
service requirements.” (See Folder - D, P. 49, AWWA Manual - Ml ) .  The 
GWC - Bourassa analysis does not comply with sound analysis since there 
are significant portion of costs that are not allocated to  the proper user 
base, namely future users. As indicated by AWWA Rates Fees and the Legal 
Environment, “Rate design concerns the manner in which individual 
customers, or groups of customers, are billed. Rate designs are developed 
to  promote equity among customers by charging each customer in such a 
way that a customer is neither subsidized by nor subsidizes other 
customers. Several significant rate design issues were addressed and 
decided in cases such as Durant v. City of Beverly Hills (1940), Village of 
Niles v. City of Chicago (1980), and the City of Pompano Beach v. Oltman 
(1980)”. This would also include lntergenerational Rate Inequity. Since 
there are currently about 677 built out lots and since current advertised 
build out o f  the Eagle Crest Ranch subdivision is scheduled a t  920 service 
customers and since Mr. Mark Taylor of Westland Resources, Inc. (the 
engineering group responsible for the design of the Goodman Water 
facilities) has indicated that the Water Works is designed for approximately 
1,291 equivalent housing units, there is significant excess capacity that has 
not been accounted for in the analysis. It should also be noted that the ACC 

staf f  itself has determined that the capacity of the Goodman Water 
facilities is approximately 1,800 equivalent housing units (See folder - C, 
ACC 1800 Units_pZI.pdf). It is evident that the design of the GWC-Bourassa 
allocation of costs includes significant intergenerational rate inequity with 
current users paying for the capacity requirements of future users. 

Also, as pointed out by the AWWA book, “Water Rates, Fees, and the Legal 
Environment”, Folder-E (Reasonableness and non-discriminatory.pdf, P16), 
they point out that the law defines Reasonable Water rates as follows. 

“Reasonable water rates are rates that are based on generating sufficient 
revenues to  operate the water utility in a prudent [emphasis added] 
manner and without any undue discrimination among customers.’’ 
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They go on to discuss what is meant under the law by the term “fair and 
equitable rates”. 

“The term fair and equitable rates [emphasis added], also called cost-of- 
service-bused rates [emphasis added] (COS), in rate making refers to  a cost 
causality between rates and the customer’s bill. Such rates promote each 
customer to  pav his or her cost share of the service without being 
subsidized bv other customers or without subsidizing other 
customers”[emphasis added], 

As indicated on P.149 - P.150 [Folder E - Water Rates Fees and the Legal 
Environment] of “Water Rates, Fees and the Legal Environment”, 
“Prompted by customer price exploitation practices exercised by railroads 
that were granted franchises by the United States, federal laws were 
enacted to  disallow utilities from exercising monopolistic pricing powers. 
The definition of utility was expanded from the railroad and interstate 
transportation industries to  eventually include electric, gas, water, 
wastewater, telecommunications, and other utilities. The concepts of fair 
and just, or equitable, service rates became the principles used to fight 
monopolistic pricing behavior.” 

Cases cited affecting Water rates and fees include: 

Bluefield Water Works & Improvement Company v. PublicService Commission of West Virginia, 26 US 679 
(1923) (objective of fair and reasonable rate of return); Durant v. City of Beverly Hills (objective of 
reasonableness and fairness) 

Subsidizing customers [P.150 Rates, Fees & Legal Environment] “....include 
costs intended to be used to  subsidize any other customer(s) or customer 
class. 

The AWWA book “Rates, Fees & legal Environment” on P. 152 [Folder E, 
Rates, Fees and the Legal Environment, Intergenerational Rate 
Discrimination-P152.jpgl also indicates that “Price discrimination by itself is 
not prohibited by law. .... Only unjust price discrimination is prohibited. .... 
Equitable rates by definition, are cost-based [Le. (cos) as defined at the bottom ofpage 

f i  
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5 above] rates that avoid unjust price discrimination. Price discrimination is  
not only limited to  interclass prices but can also occur in intra-class (for 
example between single-family home customers) and inter-penerational 
perspectives (between new users and existing users). “[emphasis added] 

As Water Rates Fees and the Legal Environment points out Folder-E, Cost of 
Service.pdf on page 14, “The 2001 Colorado court ruling (Krupp v. 
Breckenridge Sanitation District) .... established a strong COS relationship 
between financial objective, such as growth-pays-for-growth and the buy-in 
method.” Also, as indicated a t  the top of page 151, Rates, Fees and the 
Legal Environment [Folder E, AWWA Water Rates Fees and the Legal 
Enviornment, Equal Protection-Water Pricing Legal Principals-P15l.jpg,] 
“Equal Protection under the Law requires governments and businesses to  
treat persons the same way without preferential (advantageous or 
disadvantageous) treatment.” 

Regarding Rate of Return - with the GWC/Bourassa calculations I have 
issues in how they apply the calculation of cost of Capital. To begin with, we 
must recognize that the calculations under both the Capital Asset Pricing 
(CAPM) and the Discounted Cash Flow (DCF) models are highly dependent 
on the selections used for the calculations. Additionally, Bourassa first 
indicates that “GWC is not directly comparable to  the sample utilities ..... 
A22, A29, A58 but he continues on to  use those companies as “Proxies” and 
makes calculations based off that. 

?? 

One thing that Mr. Bourassa failed to mention is  that of the 6 stocks he 
picked as comparatives and that were used in both his CAPM and DCF 
models, 5 were on the l ist  of best performing stocks in the Dow Jones US 
Water index as listed in the site bigcharts.marketwatch .com and re- 
produced below : 



(C ha rt-A) 

I 

(I’ Note that ofive year review is used to be consistent with the GWC water analysis which generally uses 5 year return 
calculations. See Bourassa schedule 0-4.9 footnote (1) 

Here are the returns of the stocks picked as the Bourassa sample for the 
last 5 years, compared to the Dow Jones US Water Utility index and the S&P 
500. 
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(Chart-B) 
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What pops out of this comparison is that Water Utilities returns generally 
run below the S&P 500 and the S&P 500 returns generally run below the 
Dow Jones Industrial Average. Note how far above the Water Utilities 
Average most of the stocks picked as comparisons are. This is not an 
impartial analysis. Basically if the stocks are “cherry picked” to  produce the 
desired results, we will not get a fair view of general market trends. Since 
the results have obviously been skewed, I would suggest that the results of 
al l  of Bourassa’s calculations here be thrown out since both his CAPM and 
DCF calculations are based on this sample. 

In addition, as further proof that there is something significantly wrong 
with the analysis, the overall returns computed as a result of al l  of those 
Bourassa calculations yield a required return of 10.54%. One of the first 
things that should be done after performing financial analysis is to 
determine if the final results of the calculations make sense. Following is 
the return of the Dow Jones Industrials Average for the last ten years. 
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(Cha rt-C) 

The Dow Jones Industrial Average represents the return from core 
companies of our economy and the leaders in the industry representing the 
companies with more risk than water utilities and the highest average 
returns in the market. So how do we reconcile the 4.82% return of the DJlA 
and the 3% return of the S&P 500 with the 10.54% return requested by 



99. 

A9. 

QlO. 

A10. 

II. 

Q l l .  

A l l .  

GWC? We can only conclude that there is something seriously wrong here. 
Bourassa’s calculations do not make sense. 

I will discuss more on the issue above and other objections I have to  
Bourassa calculations below in A-11, f. 

ON WHO’S BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING? 

I am testifying as an intervenor on behalf of myself in this case. 

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY? 

I will testify to  challenge the propriety of the Goodman Water Company 
(GWC) adjustments to  i ts rates and charges for water utility service as 
prepared and presented by Thomas J. Bourassa. 

OVERVIEW OF CHALLENGE TO GWC’S REQUEST FOR RATE RELIEF 

PLEASE SUMMARIZE YOUR OBJECTIONS TO GWC’S RATE APPLICATION 

Following are my objections to  the GWC rate request: 

a. Proposed rates as requested by GWC are not Reasonable and Non- 
discriminatow in Nature. The issue of Unreasonableness and 
Discrimination are demonstrated by a projection of returns a t  build 
out based on 920 units at GWC request rates which would be 18.5%, 
and far in excess of the 10.54% return they are requesting. The 
natural results to build out yield an UNREASONABLE RETURN. The 
only conclusion that can be drawn from this is if the rate request is 

granted the current generation of users (those who have homes 
now) will be paying for the future generation of users (those who will 
buy houses in the future). This is otherwise called lntergenerational 
Rate lnequitv and indicates that there is a maior flaw in the rate 
design. I will discuss more on Intergenerational Rate Inequity later. 
See Table-1 Col G and C below for comparison and (See Revenue 
Analysis-5 Goodman Water.xlsx, tab Results Comparison Sheet, Col G 



& C, Folder James Schoemperlen Response, rows 95 through 148 
Schedule reproduced below and tab “Revised Return on Equity 
Calc’s” Table-3 reproduced below for Required Return calculations). 

b. The cost of capital a t  10.54% does not make sense when compared 
to  overall market returns and the cost of capital. I will discuss reasons 
for this later. Just adjusting for a cost of capital which makes sense, 
which I will demonstrate later, will require a cost of capital in the 
neighborhood of 7.16%. 

If a 7.16% cost of capital were used a t  920 build out under current 
rates requires Operating Income of $171,655 ($2,397,419 X 7.16%) 
[at 920 build out - current rates Operating income is $247,152; the 
$247,152 - $171,655 = $75,497 and $75,497 /$816,248 = 9.25%, see 
cot H in table 11 this leads to  a 9.25% reduction in current rates. 

The return requirements calculated by Bourassa leads to  returns for 
GWC in excess of general market returns where risk is much higher 
(i.e. risk/return trade off - the market dictates where risk is higher 
returns should be higher, returns for utilities should be lower than 
the general market). 

c. No adjustment has been made in the calculations presented for the 
920 build out level and the 1,291 to  1,800 unit capacity cited in 
answer A-8 above, which would represent excess capacity. 

d. GWC is requesting adjustments for Salaries and Wages for a 25% 
increase. This is clearly unreasonable under current economic 
conditions. Likewise, adjustments have been made in the 
GWC/Bourassa for a 148% increase in property taxes for which no 
reasonable substantiation was included. 
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e. General Discussions: 
i. Table 1 below shows; 

1. Col I -the returns for the test year as presented by 
Bourassa for comparative purposes and starting point. 

2. Col G -the GWC requested rate increase 
3. Cot H - Returns that will be generated a t  build out of the 

920 homes under current rates. 
4. Cot C - Returns a t  920 unit build out if the GWC 

proposed rates were granted. 
5. Col D - Returns that would be generated a t  build out if 

excess capacity were removed as cited in answer A-8 
above were removed. 

6. Cot E - Adjusting for a reasonabie rate of return with 
excess capacity removed. 

(Table - 1) - Comparative returns 

Wa Srhrirs m d V r w r  t 40.000.00 S 33,60000 33.600.00 Old Srlmwr * I\: f 

21.066.00 I 

7.ia600 s 
14.355.00 t 

102,925.00 I 
1.215.00 s 

, 
117 T,mrp~,tr(iolExpanrEs 
118 IMUIIME~ Gmerdlirbihty 3,663.00 1 

20.000.00 1 
121 P.nrc&"c.ur Expcnr. 'I 544.65 1 318.00 378.00 1 
122 Ospredatim Expenor. S 228.403.M 1 173.808.81 173,408.81 Exrrrr Cap Rcmowd S 
122 Trxcr Oth*rThrh JWOme 4.30532 1 2.988UQ f 2.988.00 1 

40.0OO.OU I 33.600.00 

27.066.00 I 26.005.49 

1.74600 S 7.442.43 
14,855.00 f 14,272.34 

104925.00 I 98,832.14 
1.215 00 I 1.167.33 

3,665.00 t 3.b69.00 

318.00 '353.13 
20.uoo.o~ f 20,000 00 



A. Notes and conclusions regarding the columns of the 

1. Col I -As  indicated these are the test year returns as 
analysis in Table-1. 

indicated by GWC. Note the 3.07% return that Bourassa 
is calculating and claims is not a reasonable return. In A- 
8 Chart-B above, notice that the Water Utilities Market 
index is -1.5% and with a 3.07% return he is 
outperforming 4 out of the 6 stocks he “Cherry Picked” 
for his sample. 

2. Col G - GWC returns a t  requested rates. As indicated 
previously, the 10.54% request return is ridiculous. 

3. Col H - Calculations a t  920 build out using CURRENT 
RATES. Note that returns a t  build out using the now 
current rates would generate a return of 10.31%, 0.23% 
less than his ridiculous 10.54% request and that it would 
take only a 0.67% increase in revenues to get to the 
unreasonable 10.54% return. We have made adjustment 
for salaries of a more reasonable 5%, instead of the 25% 
requested based on current economic conditions where 
many companies are freezing salaries and for property 
taxes where 148% increase was requested without 
reasonable evidence, in an economy where real estate 
prices have fallen drastically. For property taxes we 
allowed 5% increase. Note we have not adjusted here 
for a more reasonable cost of capital. We feel the cost 
of capital numbers are greatly out of order and need to 
be adiusted now to make sure the errors are not 
carried over in future analysis. If we adjust for a more 
reasonable cost of capital of 7.16% (this cost of capital 
rate will be discussed later), this would lead to  a 9.25% 
reduction in required revenues. Also, we believe there 
is a significant excess capacity issue here that needs to 
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be resolved for the same reason. The excess capacity 
issue will be discussed later. Also of note is the fact that 
a t  Build out, if they are essentially getting their cost of 
capital (which we believe is ridiculous and must be 
corrected), it is obvious that the GWC rates proposed 
are the result of Intergenerational Rate Inequity. 

a t  build out. Notice that the return is 18.5%, far in excess 
of the ridiculous 10.54% return they are requesting. The 
only logical conclusion is that there is significant 
Intergenerational Rate lneauitv built into the GWC rate 
request. 

This leads to a 6.7% reduction in the CURRENT REVENUE 
RATES (i.e. not the GWC proposed rate increase). 

replaces that with a more reasonable request (7.16%). 11 
IS ESSENTIAL THAT THIS ISSUE BE ADDRESSED IN THE 
CURRENT CASE BECAUSE IT WILL TEND TO CREEP BACK 
INTO LATER RATE REQUESTS IF IT IS NOT. To get to  the 
7.16% return leads to  an 18.1% reduction in CURRENT 
REVENUE RATES (Le. not the GWC proposed rate 
increase). 

4. Col C - Calculation of the results of the proposed rates 

5. Col D - Removes the excess capacity as discussed later. 

6. Cot E - Removes the Unreasonable Return Request and 



(Table - 2) -Adjustment for Excess Capacity .~ 
. .  

4 
X& 

(Source Folder, James Schoemperlen Response, Lot Information Summary2.xlsx) 

f. Discussion of Excess CaDacitv - Important to the facts of this 
analvsis is that the service area Phases I, II, 111 and IV-a (In Table -2 
above) had water service which included sufficient fire flow before 
the caDital additions in 2008. This is verified by, response from GWC 
to the intervenors 3rd set of data requests question 3.02 wherein we 
are requesting verification of water service to  phase IV-A and IV-B 
and GWC indicates that service was first delivered on 2/22/07 [ We 
believe that after the fact GWC found they had insufficient water 
pressure to  service lots IV-C, which were built on a steep incline, 
since all houses built there initially had individual booster pumps 
before the new water plant capacity in 2008 was added, and they 
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were later removed]. We also know that Certification for Approva of 
Construction was granted on 5/2/07 (If approval is granted they must 
have appropriate water delivery and Fire Flow). 

As further evidence that the 2008 addition was not useful t o  the 
entire water system, a letter from the Arizona Corporation 
Commission found that “ ... Water Plant No. 3 site consisting of a 
340,000 gallon storage tank and a booster system will serve only a 
portion of the water system”. See Folder-C Equivalent Housing Units 
ACC 1800 Units-p2.pdf (second paragraph) and See Table-2 “Lot 
Information Summary.xlsx Workbook, Summary Capacity Usage 
worksheet”, reproduced above. 

As previously discussed, GWC has excess capacity. If we remove that 
excess capacity based on the 1291 equivalent housing unit capacity 
(85.8% unused capacity for the GWC addition in 2008 - see Table 2 
above) indicated by Westland Resources in intervenors 3rd set of data 
requests, Folder D, Other Information, “GWC Response to  
Intervenors DR 3.pdf, question 3.01, Folder D Other Information, 
img013 to  016.jpg) per Table 1 above cell D107 we would have a 
6.7% reduction in current revenue rates. Additionally, the Arizona 
Corporation Commission granted approval for expansion of the 
Goodman Water Works Facility to  a total of 1750 equivalent units, 
see ACC Docket NO. W-02500A-05-0443, Decision No. 68444. Dated 
Feb 02, 2006 attached in Folder-H, Goodman Water Expansion Plans, 
paragraph 13. Although the order above was cancelled through 
request of Goodman Water on April 2,2010 Docket No. W-02500A- 
05-0443, [See Folder H, Expansion West of 0racle.pdf and ECR West 
Cancel 040210.pdfl there is evidence that the water facility actually 
was increased to  an 1800 Equivalent Unit Capacity as indicated by 
the letter dated 9/2/2010 by Mr. Steven M. Olea, Director Utilities 
Division ACC (See Folder C, Equivalent Housing Units, ACC 1800 
Units-p2. pdf). 
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f. Folder - A shows that the rates requested by GWC are unjust and 
unreasonable in their conseauences by comparing the rates that 
result with rates of surrounding areas. See Folder A, 
2009RateStudy.pdf, pages 14 through 22 and Rate Comparison 
Calculations.xls. This study, prepared by the “Water Infrastructure 
Finance Authority of Arizona” based on 2009 monthly rates and 
average usage/month of 7,500 gallons indicates that Goodman 
Water had the dubious distinction of being in the top 3.1% of billing 
rates ($78.69) in the state of Arizona. If the rate increase request is 
granted the average cost of the monthly bill for 7,500 gallons of 
usage will go to  $122.36 and will result in Good Water Rates being 
the second hiphest in all of Arizona. 

g. GWC is not earning their expected returns because it has not been 
prudent in i t s  management of the company. This is demonstrated by 
GWC’s response to  the Wawrzyniak/Schoemperlen second set of 
data requests question 2.15 where the following question was asked: 

Q. Please provide a copy of all financial analysis Goodman Water 
Company performed for construction of additions to Goodman 
water plan, equipment and infrastructure. 

A. The Company has not prepared any “financial analysis” for 
construction of additions to Goodman Water Company water plant 
other than schedules for the costs of plan additions, depreciation 
schedules, and sources of funding which have been provided. 

As indicated on page 11 & 12 of “Water Rates, Fees and the Legal 
Environment”, [Folder E-Water Rates, Fees and the Legal 
Environment, Reasonable Return.pdf (for page 11) and AWWZ Rates 
Fees and the Legal Environment P12.jpf (for page 12)], which cites 
the case Bluefield Water Works & Improvement Company v. Public 
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Service Commission of West Virginia, 262 US 679 (1923), “The return 
should be reasonable, sufficient to assure confidence in the financial 
soundness of the utility, and should be adequate, under efficient and 
economical management, to maintain and support i t s  credit and 
enable it to  raise the money necessary for the proper discharge of i ts 
public duties”. The major corollary to  the return issue requires that 
the utility be managed efficiently and economically. In other words, 
without efficient and economical management, the utility would not 
automatically earn a reasonable return. 

As indicated by various articles in Folder-B (i.e. Wall Street Journal 
etc.), the housing bubble had burst in 2006. If GWC had been 
prudent and conducted appropriate capital financial analysis, the 
$1,737,362 capital addition in 2008 would never have been made, 
and no new rate adjustments would have been required. So GWC has 
decided to  pursue a rate increase, in effect a BAILOUT due to  their 
excessive risk taking and imprudence. See Folder-B Burst of Housing 
Bubble articles “the-housing-bubble-starts-burs.pdf” and “Wall Stree 
Journal - Housing Bubble.pdf” 

h. GWC has significant unused capacity as indicated in answer A-8 
above. The lot information summary worksheet [table 2 above] 
shows the phases of addition to  the GWC waterworks. Prior to the 
2008 addition of capacity for water plant #3, Phases I, II and Ill were 
complete and receiving water services and fire flow protection. In 
fact, based on when owners took possession of homes in Phase IV-A 
and IV-6, there must have been adequate water services and fire 
flow protection from the existing system for those two phases as well 
or homes could not have been sold in those phases [ again, we 
believe after the houses in Phase IV-B were built, GWC found they 
lacked enough water pressure and required booster pumps until the 
2008 addition was built]. However, if we take al l  of Phase IV B&C, V, 
the Future phase - (homes 921 to 961) and “Unplanned” capacity 
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(1271 homes less the planned phases) and allocate the GWC water 
plant #3 addition to  that and compare the unconnected lots to  the 
total number of lots for those phases, we see that the unused 
capacity is 85.8%. See workbook Lot Information Summary2.xlsx 
Summary Capacity Usage tab. Workbook “Revenue Analysis-5 
Goodman Water.xlxs, tab Results Comparison Sheet” column D (and 
the schedule presented above) shows the results of removing 85.8% 
of Plant Added in 2008 for GWC plant #3. The effect of removing the 
excess capacity would lead to a 6.7% decrease in current metered 
revenue requirement (i.e. Metered Revenue Cot D divided by 
Metered Revenue Col I). 

i. THE COST OF CAPITAL DISCUSSION - Capital Structure minimizing 
cost of Capital. As indicated in the Weston and Brigham, managerial 
finance book page 712, a stable company will minimize i ts  cost of 
capital if it strives for approximately a 50% debt/equity ratio (see 
reproduction below). As indicated in Bourassa’s own testimony, A26 
PP17-18, the companies picked in the sample had a debt to  equity 
ratio of 50%. But Bourassa ignores this fact and seems to use only the 
arguments that promote the results he wants. There is a reason for 
the 50% debt/equity ratio in the sample as indicated in the Weston 
and Brigham excerpt. This is where a stable company will minimize 
i ts cost of capital. My re-work of the cost of capital calculations in 
Table-3 above allows some latitude by requiring only a 40%, debt to  
equity ratio. Clearly it is important for management to  use leverage 
to  minimize total cost of capital in the prudentlv run firm. 



GWC is improperly setting their target Capital Structure as indicated 
above they should use a t  least a 40%/60% allocation of debt and 
equity to minimize overall capital costs. Current Composite 
Corporate Bond Rates averages per the IRS are running in the 5.49% 
to 6.10% range (See folder G, Cost of Capital, Corp Bond Rates.pdf). 

However, the Water Infrastructure Finance Authority (WIFA) of 
Arizona has borrowing rates substantially below this and is currently 
running a t  3.68%. WIFA Loan Rates.pdf. 

It should be noted that the debt that GWC did acquire was acquired 
a t  8.5% and was borrowed from EC Development. The President of 
EC Development is Alexander Sears who is also Chairman and CEO of 
GWC (see folder G, Cost of Capital, GWC - Promissory Note to  
Goodman Ranch Associates.pdf). GWC was asked in the Wawrzyniak 
/ Schoemperlen second set of Data Requests, question 2.11 whether 
or not they had sought to borrow funds from WIFA and indicated 
that the decision was made to  not file a loan application. They listed 
a number of reasons for not doing so including WIFA plant reserve 
requirements, WlFA debt reserve requirements, potential for 
restrictions on issuing dividends, encumbrance of water plant assets, 
cost for accounting /legal engineering costs related to WIFA 
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financing, and a “Buy America” stipulation. Notice that they did not 
indicate for the GWC loan payable that they currently have payable 
to EC Development that Alexander Sears is President of EC 
Development and that Alexander Sears is also chairman, CEO and 
principal shareholder of GWC and that the loan was made a t  a rate 
significantly higher than the WlFA rates a t  that time, calculated a t  
between (Prime x 95%) or 5.7%. This is not PRUDENT management 
and is highly questionable [See Folder G, Folder WlFA Loans, 2008 
Prime Rates.jpg and WIFA Subsidy Rate 2008.jpgl. 

In question 2.15 of the intervenors 2”d set of data requests, the 
question was asked “Please provide a copy of al l  financial analysis 
Goodman Water Company performed for construction of additions 
to  Goodman water plant, equipment and infrastructure”. Their 
answer was “The Company has not prepared any “financial analysis” 
for construction of additions to Goodman Water Company water 
plant other than schedules for the costs of plant additions 
depreciation schedules, and sources of funding which have been 
provided.” If they haven’t prepared any analysis, how do they know 
that the approximate 4% interest rate difference is offset by the 
other perceived costs. Again, this is further evidence that 
management is not prudent in management of the company. 

If GWC has their hands in their customers pockets to  pay their costs 
they have an obligation to  reach a more reasonable allocation 
between debt and equity which lowers the overall costs of capital 
and acquire debt a t  the best rates available. 



(Table - 3) - Calculation of the Cost of Capital 

5 53,4354 

Per WlFA cuiretly 
available rates. See 
Folder G. Cost of 
Capitla. WlFA Loan 

i s  
I4 prison Shee 

My analysis in Table -3 above uses the 3.68% cost for new debt 
available from WlFA [ Folder G, Cost of Capital, Current WlFA 
Rates.jpg] and uses the conservative 40%/60% allocation which 
lowers the cost of capital. 

j. Cost of Equity. After citing the issues with the Bourassa cost of capital 
calculations above, we note that if the analysis produces results 
which do not make sense, we need to  question the overall validity of 
the methods employed. 
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Following is a comparison of the returns for the market on the S&P 
500 compared to  the DJUSWU (Dow Jones US Water Utility Index) for 
the last 5 years. We can see that the returns for S&P 500 for the last 
5 years are greater than the DJUSWU index. 

I 749.77 
I 

75997 76018 744 82 739,818 

554 75 to 764 00 nla Ga 

Also, following are the average returns for the S&P 500 Index over 
both a 5 yr and 10 yr period. 

Total Returns o h  Cata thrcugh 133-04-11 

YTB 
S&P 5r30 Index 15.00 5.42 

Trailing TatataE Return 1Month J M e n t h  1Year  3YrAvg 5YrAvg 1OYrAvg YTB 

S&P SOD Index I’LlO 8.38 20.01 2.14 2,6? 2.62 5.42 

Since the 5/10 year S&P 500 average historical return over the last 10 
years is 2.67% and since as indicated above the index outperforms 
the Dow Jones US Water Utility index, we know that if there weren’t 
already anomalies built into the rate setting process, GWC should be 
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earning less than the 2.6% return and their return for the test year 
was 3.07%. 

Note that Utilities are generally referred to  as “Widows and Orphans 
Stocks” because they are stable, less risky and generally have higher 
dividends (See Folder G, “Widows and 0rphans.jpg and Wallstreet- 
Widows and 0rphans.jpg”) then common stocks. As such, Widow and 
Orphans stocks should underperform the S&P 500 on average due to  
less comparative risk than common stocks and we see from the 
graph above this is true. If you take more risk you require a larger 
return. Bourassa goes through a litany of risks associated with the 
Utility industry but there is one very important risk that he has failed 
to  mention the effects of, and that is COMPETITION SINCE THEY 
HAVE A MONOPOLY IN THEIR MARKET. In each utilities market they 
do not face competition and when the utility does not feel it is 

achieving a “Fair Return”, they go back to  the rate setting 
governmental body and ask for more money. This has a very 
stabilizing effect on the stock and the risk is much less. Over time, the 
government has realized there is the potential for abuse of the 
system and has set up organizations such as the Arizona Corporation 
Commission to  oversee the process and interject fairness. 

On page 137 of the Bourassa analysis in the application for the rate 
increase, reproduced below is the Capital Market Line which defines 
risk return trade off. Note that he included Speculative Investments, 
Non-investment Grade Bonds (Junk Bonds) and Investment Grade 
Bonds, all of which have an underlying company which does not 
have a monopoly position in its marketplace. There is one grade of 
special investments he has not placed on the graph, Utilities. 



The Capital Market Line (CML) 

Expected Rate of Return 

20% 

I 5% 

10% 

5% 

* 

' 

I 

Higher Risk __3t 

Utilities have more risk than treasury bills and less risk than 
Investment Grade Bonds because they exist in a monopoly market 
where their return is assured as long as they are PRUDENT 
MANAGERS. Notice the range of returns expected, that is an 
accurate depiction of what would be experienced by a Utility. 

Schedule A-1 of Page 1 one of the Bourassa analyses however shows 
that GWC is currently earning 3.2%, even after the significant plant 
expansion that caused the dip in returns. What explains this 
anomaly? Bourassa had calculated the required GWC rate of return 
previously, requesting the same 10.5% return on rate base requested 
here. Although the commission cut that back to  9.3%., it is clear that 
that the effect of Bourassa's skewed samples has not been 
completely removed. 

On page 29, A41, Bourassa calculates the DCF model using the 
average projected growth rate of 3.67% and determines that DCF 
return is between 7% to 7.4% and remember he is doing that without 
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the capital lowering effects of an appropriate balance between debt 
and equity. We remember that rate setting requires prudent 
management in al l  aspects including the use of leverage to lower the 
overall cost of equity. Also, remember that Bourassa has come up 
with these calculations using a stacked deck, as pointed out 
previously. He then indicates that the return is a t  or below the 
projected cost of investment grade bonds which makes sense 
because those bonds have an underlying risky investment, namely a 
company which must compete in the marketplace. Remember that 
he also has give us no convincing evidence that this return is in fact 
below the return of investment grade bonds through independent 
verification, even though we have already indicated that this would 
be OK if it were true but it isn’t AS THE SCHEDULE BELOW SHOWS, 
THE 7% TO 7.4% HE CALCULATED ACTUALLY WAS ABOVE THE BOND 
RETURN FORECAST. Reproduced below is the analysis from Portfolio 
Solutions Group that shows the forecast for these long term and 
short term bonds (See Folder-G, Portfolio Solutions 30 year market 
forecast. pdf). 
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"The estimate of risk is the  est imated stanrlard Awiatioii of  annual return3 

Since there is no good analysis for deleting the 7% to 7.4% DCF 
calculation for equity which was presented other than the "Cherry 
Picking" already mentioned and, I have included that as the equity 
cost of capital calculation and have arrived a t  a cost of capital of 8% 
for EQUITY after adding the "1% company specific risk (which is 
highly subjective). Although we did not go through an averaging 
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method to  include the other methods of calculation in this process, 
we need to  remember that all of this analysis is highly skewed 
towards increased cost of capital anyway due to  the method of 
“Cherry Picking” used for the sample utilities. Next I used the effects 
of reasonable Leverage (remember 40% which is lower and more 
conservative than the 50% Bourassa found his sample group was 
using) to  lower the cost of capital, which any PRUDENT management 
would do and came up with an overall weighted cost of capital of 
7.16%. My analysis is presented based on this cost of capital in Table 
1, Column E only. Other columns in Table 1 are based on the 10.54% 
request or as presented in the Bourassa analysis. 

Since I believe the Bourassa analysis is flawed, based on their desired 
results (a random sample of water utility stocks based on 
performance of the index would be more appropriate), it is likely that 
the real cost of capital should be somewhere in the 6% range. 

k. After adjusting for the excess capacity and properly adjusting the 
cost of capital, the calculations show a reduction IN CURRENT 
REVENUE RATES (NOT AN INCREASE1 of 16.3%. See Revenue Analysis- 
5 Goodman Water.xls , row 102 Column E, also presented in the 
schedule above. 

I. Other issues with the GWC/Bourassa calculations of cost of capital 
include: 

1. Proxy for Beta of GWC is highly skewed due to  sample 
selected, Bourassa A45. 

2. Bourassa discusses a number of risks the small company 
faces, but he does not address the rather large 
advantage of monopolistic power in the marketplace 
which most likely offsets the other risks. 

3. In A29, Bourassa states that “Bluefield Water Works 
require the use of comparable companies”, but then he 
does not use them, negating the validity of his analysis. 
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4. Bourassa indicates in A27, that the “...lack of financial 
flexibility increase risk because it has no choice but to  
rely on ...... WIFA loans”. As indicated previously, this is 
an advantage because the rates are significantly below 
current debt rates. 

and explores the opportunity to reach a levered capital 
structure to reduce the cost of equity. 

6. As indicated in A19 from the Bourassa report, Bluefield 
Water Works requires “efficient and economical 
management” in order that fair returns be realized. 

7. In A18, page 12, Bourassa indicates “An important 
component of financial risk is construction risk. 
Construction risk refers to the magnitude of a company’s 
capital budget. If a company has a large construction 
budget relative to  internally generate cash flows it will 
require external financing”. He does not indicate 
however the fact that no analysis was performed prior 
to  expansion of the GWC plant and equipment and that 
the company has not been prudent in i ts expansion 
efforts. 

8. In A13, page 8 of Bourassa answers, he indicates the fact 
that the Economy had slowed with negative growth in 
the last quarter in 2007. GWC as indicated previously 
pushed ahead in i ts expansion. 

5. Bourassa never addresses the advantages of leverage 
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111. SUMMARY OF SCHEDULES 

a. Folder-A Rate Comparison to Surrounding Areas 

b. Folder-B Burst of Housing Bubble 

c. Folder-C Equivalent Housing Units 

d. Folder-D Other Information 

e. Folder-E AWWA Manual - Water Rates, Fees and the Legal 
Environment. 

f. Folder-F Average Market Returns 

g. Folder-G Cost of Capital 

h. Folder-H Goodman Water Expansion Plans 
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The Housing Bubble Starts to Burst 
By Dean Baker 
t r u t h o u t  I Columnist 

Tuesday 06 March 2007 

Is there anything as beautiful as the sound of surprised economists in the 

springtime? I haven't had this much fun since the NASDAQ started to deflate 

seven years ago. 

Okay, enough of the gloating; while the collapse of the housing bubble was 

both predictable and inevitable, it is not pretty. Tens of millions of people 
will be hurt as they see much of the equity in their homes - money that most 
had counted on to support their retirement - disappear. Millions more will be 

forced out of their homes as they find that they are unable to meet the 

payments on adjustable rate mortgages that reset at higher rates. People who 

had worked hard and saved in order to become homeowners will see their 

dream disappear. 

The timing and process of the unwinding of the bubble cannot be known, 

but the basic story is clear. Investors are finally realizing that the high-risk 
mortgages they have been holding are high-risk. 

Mortgage brokers, who make their money on issuing mortgages, not 

holding them, had been anxious to get as many people as possible to buy 

mortgages. While old-fashioned bankers would demand large down 
payments and good credit histories, many mortgage brokers were happy to 

issue mortgages that they knew buyers could not pay off. Since the brokers 
dump their mortgages in the secondary market almost immediately after 

http://www .truth-out.org/article/the-housing-bubble-starts-burst 2/26/2011 
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with low "teaser rates" that were often several percentage points below the 

market rate to which the loan would eventually reset. Many homebuyers who 

could meet their monthly payment on a mortgage with a 1.5 percent interest 

rate would be hopelessly over their heads when the mortgage reset to a 6.5 
percent rate. 

But, everything was fine, as long as home prices continued their rapid 
appreciation. If a homebuyer's income wasn't high enough to make the 

mortgage payment, the homebuyer could draw on the new equity created by 
a rising home price. As a result, delinquency and foreclosure rates remained 

low through 2004 and 2005, even as the number of high-risk mortgages 

soared. 

However, the party began to end last year as house prices started to fall. 

The fall thus far has been relatively modest (around 3 percent nationwide), 
but with prices going in the wrong direction, most new homebuyers have no 

equity that they could rely upon to meet their monthly payments. As a result, 
delinquency rates began to soar in 2006. More than io percent of the 

Page 2 of 4 

subprime adjustable rate mortgages issued last year (the most risky category) 

were already seriously delinquent or foreclosed within io months of 

issuance. This is even before any of these mortgages reset to a higher interest 
rate. 

With foreclosure rates soaring, the music is about to stop. The investors 

who bought up these mortgages in the secondary market are now refusing to 
lend more money. Credit is drying up for both the subprime and the Alt-A 

market, which is a notch above subprime in creditworthiness. These two 

segments of the housing market together accounted for 40 percent of the 

mortgages issued in the last two years. 

If 40 percent of potential homebuyers suddenly have problems getting 
credit, it has to have a large impact on the housing market. Throw into the 

mix that the inventory of unsold homes is 25 percent higher than at the same 

time last year. And, the number of vacant units up for sale (normally an 
indication of a highly motivated seller) is up more than 40 percent compared 

to last year. Since house prices fell by three percent last year (six percent in 
real terms), it looks like we have the beginnings of a serious slide in house 

prices. And, a sharp fall in house prices will lead to more problems in the 

mortgage market. 

- I  
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afford. And the mortgage brokers made a fortune selling bad mortgages. 

That is the way the US economy works these days. Those who mess up the 

economy do well, while their victims - in this case millions of moderate- 

income homebuyers who will lose their homes - pay the price for the experts' 

mistakes. 

All republished content that appears on Truthout has been obtained by 

permission or license. 
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A Government Failure, Not a Market Failure 
The housing bubble was a fully rational response to a set of distortions in the free market- 
distortions created primarily by the public sector. 

As a people we need, at all times, the 
encouragement of home ownership. 
--HERBERT HOOVER, 1932 

The idea that home ownership confers special 
benefits on American society is deeply embedded 
in our cultur+so much so that our national tax 
policy confers a special benefit of its own on it. 
Home ownership is granted an advantage over all 
other forms of ownership in the form of an 
enormous deduction on the interest payments 
most individuals incur in financing their homes. 
Nothing else in the tax code comes anywhere near 
that deduction in scope or size. We have decided, 
as a nation, that home ownership is not only a 
good thing for an individual or a family, but that it 
is beneficial for the public at large and the country 
as a whole. Otherwise, why would it be necessary 
for the government to give it this kind of 
preferential treatment? Without it, clearly, we 
believe that the national rate of home ownership 
would be lower, and that a lower rate of home 
ownership would be deleterious to our common 
weal. 

After 2000, the national push toward home 
ownership intensified in three dimensions, leading 
to a doubling of housing prices in just five years’ 
time. First, the Federal Reserve Board’s interest- 
rate policy drove down the cost of borrowing 
money to unprecedented lows. Second, a common 
conviction arose that home ownership should be 
available even to those who, under prevailing 

conditions, could not afford it. Finally, private 
agencies charged with determining the risk and 
value of securities were exceptionally generous in 
their assessment of the financial products known 
as “derivatives” whose collateral resided in the 
value of thousands of mortgages bundled 
together. The rating agencies understated the 
risks from these bundled mortgages by assuming 
that home prices were simply going to rise 
forever. 

e 
damage to the financial system pushed the global 
economy into the worst contraction since the 
Great Depression. In the midst of the pain and 
suffering that have accompanied financial collapse 
and economic contraction-over $1 5 trillion in 
wealth has been lost by American households 
alone while, to date, more than 6 million job 
losses have boosted the unemployment rate to 9.4 
percent-much of the blame has been placed on 
unregulated financial markets whose behavior is 
said to have revealed a terrible flaw in the 
foundation of capitalism itself. 

This was a market failure, we are told, and the 
promise of capitalism has always been that the 
self-correcting mechanisms built into the system 
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would preclude the possibility of a systemic 1 market failure. 

But the housing bubble only burst after 
government subsidies pushed house prices up so 
fast that marginal buyers could no longer afford 
to chase prices even higher. A bubble created by 
rigged financial markets and a government- 
sponsored obsession with home ownership is not 
a result of market failure, but rather, a result of 
bad public policy. The belief that home ownership, 
per se, is  such a benefit that no amount of 
government support could be too great and no 
pace at which home prices rise could be too fast is 
the root of the crisis. 

There was no market failure. 

According to The New Palgrave Dictionary of 
Economics, an invaluable collection of precise 
summaries of virtually every topic in the dismal 
science: "The best way to understand market 
failure is first to understand market success, the 
ability of a collection of idealized competitive 
markets to achieve an equilibrium allocation of 
resources which is Pareto optimal." Allow me to 
translate. "Pareto optimality," a term named after 
the Italian economist Vilfredo Pareto (1848- 
1923), is defined as an allocation of economic 
resources that produces the greatest good. Thus, 
if one changes the allocation of resources away 
from "Pareto optimality" for the purpose of 
making someone better off, that change will make 
someone else worse off. Economists have 
expended a great deal of effort to demonstrate 
that free and competitive markets produce an 
outcome that is "Pareto optimal." 

This is not to say that there is no such thing as 
market failure. There are many instances of 
market failure. Someone may possess information 
that others do not, as in insider trading, and 
thereby gain an illegitimate leg up. There may be 
too few players in a given market, which allows 
them to manipulate, hoard, and toy with prices. 
Capricious government intervention in cases where 
it is neither required nor appropriate constitutes 
another condition that may create a market failure. 

1 

There are also cases of market failure in which 
some people get a free ride while others bear a 

~ 

disproportionate burden. This is the case in 
national defense, for example, in which soldiers 
bear a burden non-soldiers do not. Consequently, 
a government subsidy for national defense is 
necessary for the maintenance of security and 
power, and the overwhelming majority of citizens 
acknowledges it and does not complain about it. 
National defense is a public good, perhaps the 
original public good. 

Owner-occupied housing is something else that 
has been deemed a public good. Herbert Hoover's 
affirmation of the need for encouragement of 
home ownership "at all times" came in 1932 at the 
fiercest stage of the Great Depression. Others have 
made powerful arguments that homeowners make 
better citizens and contribute to stable 
communities. Why renters do not and cannot offer 
the same contribution to the public good is never 
specified, but existing homeowners, 
homebuilders, mortgage lenders, and mortgage 
servicers have all seized on the idea that 
subsidizing home ownership is "Pareto optimal." 

It isn't. 

Subsidies for home ownershipin the form of full 
deductibility of mortgage interest, lower mortgage 
borrowing rates derived from government 
guarantees for mortgage lenders like Fannie Mae 
and Freddie Mac, and deductibility of local real- 
estate taxes-have long benefited those who own 
homes at the expense of those who do not. The 
size and severity of the burst bubble makes a 
mockery of the argument that the 
disproportionate gains to homeowners also 
improved the welfare of renters. By erasing, in just 
a few years, nearly one-third of the wealth on the 
national balance sheet, the collapse has created a 
substantial loss in national welfare, including for 
renters. 

Home ownership should not be considered a 
public good deserving of government subsidies 
even without the bubble collapse for a simple 
reason: Those who receive the subsidy get to 
capture the benefits in the form of home prices 
that are higher than they would otherwise be 
without government support, The subsidies make 
homeowners better off while they make renters 
worse off. They are, therefore, not Parieto 
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optimal. 

In addition, home-ownership subsidies are 
inherently unjust. They favor the relatively well-o 
ff at the expense of those who are poorer. Why? 
Because the value of an owned home and the size 
of the government subsidy both grow as income 
increases. A tax deduction tied to home ownership 
for a well-to-do American with a $1 million 
mortgage and a $60,000 annual interest payment 
is worth $22,000 (assuming the American is in the 
35 percent tax bracket). The higher the marginal 
tax rate rises, the more valuable the mortgage- 
interest deduction is to the homeowner. For a 
family with a modest income that may pay little or 
no income tax, the mortgage-interest deduction is 
worth virtually nothing. And yet, for the past 15 
years, even the party in the United States most 
associated with preferential treatment for the poor 
began preaching the evangel of home ownership as 
a form of class salvation. 

During Bill Clinton's first term, government 
housing policy changed substantially. After 
decades in which liberal politicians and thinkers 
devoted themselves to arguments for expanding 
the number of public-housing units, the 
disastrous condition of those units led the 
President, a "new Democrat," to a dramatic 
ideological shift in emphasis. No longer would 
public housing be at the top of the liberal 
Democratic agenda. Instead, borrowing from 
conservative ideas about the inestimable benefit of 
home ownership to the striving poor, the Clinton 
administration and members of his party in the 
House and Senate decided to use government 
power to achieve that aim. 

In 1994, the "National Homeownership Strategy" 
of the Clinton administration advanced "financing 
strategies fueled by creativity to help homeowners 
who lacked the cash to buy a home or the income 
to make the down payments" to buy a home 
nonetheless. It became U.S. government policy to 
intervene in the marketplace by lowering the 
standards necessary to qualify for mortgages so 
that Americans with lower incomes could 
participate in the leveraged purchases of homes. 

The goal of expanding home ownership led to the 
creation of new mortgage subsidies across the 

board. The loosening of standards became the 
policy of Fannie Mae and Freddie Mac, the pseudo- 
private "government-sponsored enterprises" that 
bought mortgages from originating lenders. A 
particular change in the tax law in 1997 
encouraged many households to make buying and 
improving a home the primary vehicle by which 
they enhanced net worth. By eliminating any 
capital-gains tax on the first $500,000 of profits 
from the sale of an owner-occupied residence 
once every two years, Washington encouraged 
enterprising American families to purchase homes, 
fix them up, re-sell them, and then repeat the 
process. Flipping became a financial pastime for 
millions because this special advantage created a 
new incentive-which didn't exactly fit the model 
of encouraging people to remain in a stable home 
for many years and thereby help to stabilize the 
neighborhood around them. 

There was, however, a rival to home ownership as 
a way of building wealth in the late 1990s-the 
run-up in the stock market, which was caused by 
another bubble, this one in the technology sector. 
Given the size of the gains in the stock market, 
which were running 20 percent or more a year, the 
relative desirability of home ownership eroded. 
But when, in 2000, the tech bubble burst, 
households were left in search of an alternative 
way to store and enhance wealth. Home ownership 
emerged as the most promising alternative. After 
2000, and especially after 2002, U.S. real house 
prices began to surge. 

Everything I have described thus far constituted a 
necessary but not sufficient precondition for a 
full-fledged housing bubble. It took the addition 
of a new market in derivatives to drive bankers, 
lenders, and credit agencies to create the 
conditions for an implosion by expanding 
mortgage financing to borrowers who could not 
possibly afford the homes they were purchasing. 

In February 2003, Angelo Mozilo, then head of the 
major mortgage supplier called Countrywide, 
declared that the need to provide a down payment 
should no longer be an impediment to home 
ownership for any American.\ 
*08dOc9ea79f9bacel18c8200aa004ba90b0200000- 
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wonder that a home-buying frenzy occurred when 
Countrywide's chieftan was suggesting that there 
was no need for a purchaser to supply even a 
minimal equity stake in his purchase? During 
2004 and 2005, the rise in home prices 
accelerated. That, in turn, caused Americans to 
refinance their homes to remove their equity- 
their accumulated wealth, in other words-and 
convert it into disposable income. They did so 
because they were confident the equity would 
simply be recreated by continued growth in the 
value of their homes. 
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The hunger for more mortgages that could serve 
as backing for more new securities led to the 
acceleration of undocumented, no-down- 
payment, negative-amortization mortgage loans 
to individuals with virtually no prospect of 
servicing them. The designers of derivative 
securities effectively collaborated with the rating 
agencies, such as Standard 8z Poor's and Moody's, 
that were relied upon (often through government 
mandate) by pension funds and other gigantic 
repositories of wealth with identifying the 
securities safe enough to invest in. 

A situation in which creators of derivatives provide 
the monetary compensation for the very agencies 
that are tasked with determining the riskiness of 
their securities hardly constitutes a competitive 
market. Indeed, it constitutes dangerous collusive 
behavior. But that collusion, again, was made 
possible by the distorting actions of government 
agencies, which effectively provided a subsidy for 
risk-taking that was, by definition, unsustainable. 

It is fair to ask, in the light of past bubbles that 
have burst-like the entire economy of Japan in 
the 1990s and the tech-stock tragicomedy-why 
investors were prepared to take on the substantial 
risks tied to unfamiliar derivative securities whose 
value was tied to the continued rise in house 
prices. A substantial part of the answer lies with 
the Federal Reserve Board. It deliberately adopted a 
policy that it would not seek to identify bubbles 

and then to act in ways that would let the air out 
slowly. Instead, Fed Chairman Alan Greenspan 
allowed bubbles to inflate and then stepped in to 
repair any damage afterward. This constituted a 
substantial subsidy to excessive risk-taking. 

The policy became clear in 1998, the year in which 
the unwinding of the Asian currency crisis 
together with Russia's defaulting on its debt 
created huge volatility in the credit markets. At 
the time, Long Term Capital Management, a hedge 
fund, was on the verge of collapse, and an 
aggressive intervention was staged to save it. The 
New York Fed provided its offices and 
encouragement to bring financial firms together to 
contain it. 

The salvation of Long Term Capital Management 
suggested a new reality for the marketplace: 
Aggressive risk-taking in pursuit of huge profits 
was manageable even if bubbles were created, just 
so long as the Fed was around to raise the 
"systemic risk flag" in the event of serious trouble. 
There would always be a rescue; the trick was to 
get out before everything began to collapse. It was 
this fact that led Charles Prince, then the head of 
Citicorp, to give the game away in July 2007 about 
the reckless and imprudent nature of his bank's 
conduct. "When the music is playing," Prince said, 
"you've got to get up and dance." 

The housing bubble was thus a hl ly  rational 
response to a set of distortions in the free 
market-distortions created primarily by the 
public sector. The heads of large financial 
institutions, as Prince's remark suggested, 
recognized the risk-taking subsidy inherent in 
public policy, but felt they had no choice but to 
play along or fall behind the other institutions 
that were also responding rationally to the 
incentives created by government intervention. 

The housing collapse and its painful aftermath, 
including that $15 trillion wealth loss for U.S. 
households (so far), do not, therefore, represent a 
market failure. Rather, they represent the 
dangerous confluence of three policy errors: 
government policy aimed at providing access to 
home ownership for American households 
irrespective of their ability to afford it; the Fed's 
claim that it could not identify bubbles as they 
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were inflating but could fix the problem afterward; 
and a policy of granting monopoly power to rating 
agencies like Standard & Poor's, Moody's, and 
Fitch's to determine the eligibility of derivative 
securities for what are supposed to be low-risk 
portfolios, such as pension funds. 

The Fed's bubble policy has evolved in a 
constructive direction since the bursting of the U. 
S .  housing bubble. The trauma of dealing with the 
aftermath, including the fire sale of the investment 
bank Bear Steams and the outright failure of 
Lehman Brothers, has convinced the Fed that more 
effort should be directed toward identifying 
bubbles before they grow too large. 

take its place after this dramatic and admittedly 
difficult change would allow Americans to allocate 
their resources more effectively. It would no 
longer create an unjust advantage for the wealthy 
homebuyer. And it would, finally, make it possible 
for Americans to see their homes as they should 
be seen-not as investment vehicles, but rather, as 
the places they live in, the hearthstones of their 
families. 

John H. Makin is a visiting fellow at the 
American Enterprise Institute and a principal 
at Caxton Associates. 

Now the collusive relationship between rating 
agencies and creators of derivative securities needs 
to be ended by bringing more market discipline to 
the process. Free entry into the rating business 
should be permitted. The monopoly of a small 
number of rating agencies to determine the 
eligibility of new securities for investment by 
massive pension funds is unjustifiable. The 
practice whereby the creators of such derivative 
securities compensate the rating agencies for the 
ratings also needs to be ended. 

Alas, the federal government's response to the 
collapse of the housing bubble has been deeply 
problematic. It has chosen to provide additional 
subsidies to homeowners while nationalizing the 
government-sponsored enterprises, Fannie Mae 
and Freddie Mac, that helped to subsidize lower 
mortgage-interest rates While the extreme 
distress visited on American households by the 
collapse of the housing bubble certainly needs 
some alleviation, over the longer run we must have 
a serious national debate on the question of the 
degree to which we still want to consider home 
ownership a public good. 

The long-term solution is for government to stop 
playing favorites, as it has for decades with 
housing. Home ownership should neither be 
penalized nor favored under government policy. 
We have seen how that distortion led inexorably to 
a degree of wealth destruction we have not seen in 
our lifetimes. The distortion of the market 
introduced by government intervention can and 
must be brought to an end. The market that would 
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GOODMAN WATER COMPANY, INC.’s RESPONSES TO 
INTERVENOR’S THIRD SET OF DATA REQUESTS 

MARCH 7,2011 

&@ -> 
DOCKET NO. W-02500A-10-0382 

.01 Please provide a narrative and details on Goodman Water Company’s total water works 
capacity in terms of Equivalent Development/Dwelling Units (EDU’s) in the Eagle Crest 
Ranch development. 

RESPONSE: Attached as Appendix “A” is a copy of a “worksheet” previously prepared by 
WestLand Resources, Inc. which outlines the “Planning and Design Criteria EDU’s,” 
which were used in connection with the design of the water system for the Eagle Crest 
Ranch subdivision. 

3.02 Please provide the dates for the earliest date of water service provided to lot numbers 478 
to 590 and separately for lot numbers 59 1 to 6 17. 

RESPONSE: The Company’s records indicate that the earliest date for the physical delivery of 
water service to lots located within (i) lot numbers 478 to 590 and (ii) lot numbers 591 to 
61 7 was February 22,2007 in each instance. 

3.03 Please provide a narrative of the extent of damage to the Goodman Water System that 
resulted from the recent cold weather. Indicate what water plants were affected, 
equipment that failed, estimated water lost to leakages, dates and time the failures 
occurred, time frame for when failure occurred and repairs were completed and 
associated costs for repairs. 

RESPONSE: This information will be provided, when fully compiled, as a supplement to the 
Company’s Responses to this Third Set of Data Requests. 

3.04 Please provide a narrative for addressing the attached Water Plant #4 Upgrade for 
boosting Water Pressure to meet a Fire Flow Capacity of 1,600 GPM for the K Zone that 
was approved for Construction by the ADEQ on 5/26/04. Include (a) what entity 
requested the upgrade, (b) what was the total cost of the upgrade, (c) confirm the upgrade 
was constructed and installed in Water Plant #4, (d) Date the installation was completed 
and put in service, 

RESPONSE: Attached as Appendix “B” are copies of (i) a September 2003 communication 
from Golder Ranch Fire District to D.R. Horton Homes and (ii) a June 28, 2004 
communication from Golder Ranch Fire District to D.R. Horton Homes. These 
documents indicate that the subject upgrade at Water Plant #4 was occasioned by a 1,500 
CPM tire flow capacity requirement enforced by the Golder Ranch Fire District against 



Planning Demand Criteria 

Platted EDU‘s = 959 

Residential person per housing unit (pphu) = 2.8 

Demand per person = 125 gallons per capita per day (gpcd) 

Planned Commercial = 83 Acres 

Demand per Acre = 1,400 gallons per acre per day (gpad) 

Commercial EDU’s = 83 Acres x 1,400 gpad = 116,200 gallons / 125 gpcd / 2.8 
pphu = 332 EDU’s 

Total EDU’s a t  Buildout = 959 + 332 = 1,291 

Storage Capacity Criteria (from master plan), ADD + fire flow plus 15% 

Fire Flow = 2,000 gpm for 2 hours = 240,000 gallons 

Well Capacity Criteria PDD 

Booster Capacity = PDD + FF 

Water Plant No. 1 

Total Storage = 400,000 gallons 

Fire Flow = 1,000 gpm for 2 hours (residential only) = 120,000 gallons 

Available Storage = 280,000 gallons, 800 edus 

Well No. 1 = 500 gpm, 1029 edu’s 

J- Zone Booster Station = 2,000 gpm 

Well No. 2 

800 gpm, 1646 edu’s 
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been employed in alternative investments. Thus, the rate of return on the 
owner’s investment, or owner’s equity, should be sufficient to attract other 

of which is the 1944 Hope case. In this particular ca5e Feriend P m e r  
Commission v. Hope Natural Gas Company, 320 CS 591 1944 . the isrue 
of appropriate capital costs was delineated by the LS Suprenit. Court. In 
its discussion of this decision, the Court established that legitimate capi- 
tal costs should consider a combination of depreciation cost debt <en ice. 
stock dividends, and rate of return on owner’s equit\. Hnwe\rr. no  partic- 
ular formula or caveats were offered to prescribe tht  proper iornhtndtion 
of these variables. The earning experiences of other nater utilrtie 

ments  of the utility industry, and unregulated utilitie\ ma\ alin he used 
to establish a reasonable rate of return. In essence. this rulxns twahhshed 
that the utility’s allowable earnings should be a function cit \ariou 
that, altogether, would enable the utility to earn a reawnahfe rrtu 

hvestor-provided capital. 
Many other cases followed the Hope case There 

oriented toward the definition of revenue requirements The BTrt 
Hope cases are considered the seminal cases in determ 
ate capital requirements for a regulated utility and for 
ties acting in a proprietary manner when serving outsid 
customers. Together with the Smyth case, a5 shown In 

three cases may be thought of as the trunk of a tree u 
issues may be thought of as the secondary branches that. to 
the canopy of the tree. 

Rate Design 
Rate design concerns the manner in which indivi 
groups of customers, are billed. Rate designs are de 
equity among customers by charging each customer i 
customer is neither subsidized by 
significant rate design issues wer 
as Durant v. City of Beverly Hills ( 
(1980), and the City of Pompano Beach 2’. Oltman (1980). 
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s presumably exceed 
LL For example. complaints could state that it is 

toat residential user more per unit of service than 
nie\i there is an actual utility service reason for 
J that the plaintiffs have not met the burden of 

ourt rulings might state that utilities have wide 

rnissible and subject to redress by the c0u1-t.~ 
,ed on criteria other than utility service factors, 
tomer-service factors or characteristics, may be 

ies. Indeed. co+ot-wrrice studies are conducted in order to determine 
such differences bx alloc‘iting user charge revenue requirements to dif- 
ferent customer ‘lasses based on their respective proportionate class ser- 
vice charactemtics Thus, if the unit  COS^ of serving a relatively larger 
residential user is higher than the unit cost of serving a relatively smaller 
residentral customer. a hzgher rate might be defensible. However, if the 
application of criteria other than those related to the “proportional cost 
basis,” such as race. sex, social desirability, political motivations, customer 
or customer class income,‘ or noncost (or unquantifidble costs) based 
environmental considerations, are the basis for rate making, the resulting 
rates might not be in compliance with the equal protection provision and 

3 For examples, see Bennett Bear Creek Farm Water and Sanitation Oist v. City and County of 
Denver Bd. of Water Comrn’rs, 928 P2d. 1254 (Colo. 1996); Generai Textile Printing and Processing 
Corp. v. City of Rocky Mount. 908 F. Supp. 1295 (E.D.N.C. 1995) (Equal protection claim). 

4 Admittedly, there are other federal laws that appear inconsistent regarding the low-income criterion. 
For example, the Clean Water Act of 1972 (PL92-500) has a user charge provision that would allow 
a wastewater utility to subsidize wastewater rates for low-income customers by proportionally add- 
ing such subsidy costs to the remue requirements of all other customer classes. 
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those equity requirements. California ha5 tightened the rcquirernents for 
legally defensible conservation rates. 

This chapter will describe how the recent legislative changes in Call- 
fornia water rate making have reconciled tradrtional co5t-of-service rate- 
making goals of ilvoiding subsidizations of customers, whether between 
classes (interclass) or within one class (intraclass), with local communi 

generational rate equity, with references to several key legal cases, is alsc 
provided since the widely adopted pI'dCtlce of Impact (capacity) fees for 
new customers has generated new concerns regarding rate-mahing prac- 
tices and equity rights, including possible property rights, associated with 

The chapter is organized so it can be read a5 a stand-alone treatise or1 
the equity of water rates ancl conservation with the Califurnia experience 
presented as a case study, It starts with an overviem of relewnt water pric- 
ing legal principles at thc federal and it continues with a short 
review of rate equity concepts and no on traditional utility rate 
literature, with an explanation of rate ng illustrations and mod- 

terminology and graphics concepts. The following section coinprises 
view of California legislation and case law regarding water rates and 

budget rates. A few of those cases are detailed from the cost nexus vien- 
point that was more recently addressed in 2009. Next, the 200') changes 
to the statutes (AB 2882 and 3030) are discussed with specific refer- 
ences to the water consumption tier components of budget ratcs and the 
explicit nexus that now is requircd between cost-of-service and individual 
tier consumption rates. The chapter concludes with a summary of Cali- 
forma's legal turning points pertaining to water rates and 

5 

-_ spch one-time capital payments. 

ent status of rate require 

g Legal Principles 
book reviewed the history of water rates as shaped by 

legal precedent set in the United States. The foundations for the legal 
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$ht monopolistic pricing behavior, In turn, these concepts paved the path 
for more comprehensive regulation in the 20th century. As reviewed in 
chapter 1, these regulatory norms applr to both privatelp owned and pub- 
licly owned utilities. In addition to federal laws, state laws often restate or 
elaborate on the federal utility rate-making requirements. In g:neral, the 
19th- and early 20th-century regulatory norms addressed the capital cost 
portion of utilities’ revenue requirements. RaE%tTetu_fn argulilnntsdw- 
advanced the requirezentaf ,____ _. ef6ciency . __-- in o p e ~ ~ t ~ n ~ ~ t ~ ~ ~ n - a ~ ~ ~ - -  ~- 

return on capital investments is accompanied with the notion of efficiency 
in serving customers. Rate design issues became more prevalent from the 
1940s. Over time, these cases promoted a clearer understanding of rate 
equity among customers in terms of the concepts of just, reasonable, fair, 
and legal rates. 

The definition of rate equity used in  this book is shown in Figure 
9-1. This figure presents a summary of several rate-making terms first 
described in pages 8 and 9 of chapter 1 of this book. When using the 
phrase equitable rutes, these rates contain no subsidization among cus- 
t2mers. The emphasis in this definition is on the avoidance of using rates 

..,charged to any customers or customer classes that include costs intended 
\:. to be used to subsidize any other customer(s) or customer class. It does 
'-yet necessarily pertain to using a community’s general fund to assist cer- 

tain customers such as low-income customers. The provisions of any low- 
income assistance programs might depend on state laws or other legal 
provisions applicable to a particular situation. Additional details will be 
discussed below. 

Figure 9-1 Definition of equitable rates 
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rninents a 

~t]-.odolopies and rate practices. The same rul- 
A t  ddterentiation among customers not based on 

the cost of service (sometiines expressed in 

cor\ * or "cost-based rate?), might be cause for 
rmisbible and subject to redress by the court.3 

Cusromer w r r  ice tactor5 ma! be established in cost-of-service stud- 
ies. Indeed. cosr-of-Ler\ ice studies are conducted in order to determine 

Iowting user charge revenue requirements to djf- 
s based on their respective proportionate class ser- 

vice chardcrer~stic> Thus, if the unit cost of serving a relatively larger 
residential user IS higher than the unit cost of serving a relatively smaller 
residential cu~tomer, a higher rate might be defensible. However, if' the 
application of criteria other than those related to the "proportional cost 
basis," such as race. se\, social desirability, political motivations, customer 
or customer class income,' or noncost (or unquantifiable costs) based 
environmental considerations, are the basis for rate making, the resulting 
rates might not be in compliance with the equal protection provision and 

3 For examples, see Bennett Bear Creeh Farm Water and Sanitation Dist. v. City and County of 
Denver Bd. of Water Comm'rs, 928 P2d. 1254 (Colo. 1996): General Textile Prinffng and Processing 
Corp. v. City of Rocky Mount, 908 F. Supp. 1295 (E.D.N.C. 1995) (Equal protection ciaim). 

4 Admittedly, there are other federal laws that appear inconsistent regarding the low-income criterion. 
For example. the Clean Water Act of 1972 (PL92-500) has a user charge provision that would allow 
a wastewater utility to subsidize wastewater rates for low-income customers by proportionally add- 
ing such subsidy costs to the revenue requirements of all other customer classes. 
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give rise to unjust or undue price discrimination complaints. This does 
not mean that other criteria cannot be considered when designing iates 
To the contrary, wch additional criteria can and often should be consid- 
ered. However, the application of such criteria should be considered after 
the cardinal legal and technical rate requirements for rate making (see 
chapter 3) are satisfied. Further discus~ion on the prioritization of rate 
design criteria follows below 

State laws will typically have equal protection provisions In their 
respective statutes that are consistent with the US constitutional provi- 
sions. In some instances, courts and public utility commissions express the 

/ q u a l  protection requirements using language that refers to the require- 
j ment that rates need to be "fair, reasonable, and 

Equal protection issues in rate making will likely, but not exclusively, 
' !!cur in the rate design part of utilitv services pricing 

Other con~epts within federal law that pertam to water rate making 
include due process and twlfutt takings. Dtre procehsr refers to the proper 
notification procedure5 assoclated with late changes and the avoidance of 
decisions that are "arbitrar), capricious, or an abuse of discretion." Tuk- 
ings refers to the provisions of the 14th amendment of the US constitution 
that prohibit private property from being taken for public use without due 
compensation. In the context of water rates and fees, takiizgs is an issue 

,rusually associated wlth impact fees Chapter 6 of this book contains a 
1 detailed discussion of impact fees. The earlier chapters of this handbook 

$ introduced these legal principles and cussed these ternis at gredter 
ed belot+ in the context of the 1 1994 decisron in Rpdon 2. E m t  Bay MitlzicipuZ Utibt? California Appellate 

\Court decision, 24 Cal. App 4th 178, 29(Cal.Rptr.2nd) 128 (1994). 

length The impact fee issue will be r 

\ 
------L---.l---.- 

prohibitecl by law. For example. dif- 
ferentiation of customer classes is a form of discrimination based on the 
grouping of customers with similar user service characteristics such as 
residential versus commercial or industrial users, or inside-city versus 
outside-city customers, 
Even otherwise leeitima " 
rates or contain unreasonable discrimination. Equitable rates. by defini- 

mion, are cost-based rate5 that a! oid uniust price discrimination. Price 
d-ot only Iimited to interclass prices h u E n  aho occur in 

(for example betvleen single-famil) home c u s t o m v -  
perspectives (behreenhew " .-- users and exisjhgusers). - 

5 Kron, supra note I p 148 



Composite Corporate Bond Rate Table 

I Feb-IO I 6.41 I 5.77 to6.41 6.01 I 

Composite Corporate Bond Rate Table 

NOV-IO 

Oct-10 

Legend: 

Corporate Bond Weighted Average Interest Rate = CB Wtd Avg 
Permissible Range = xx to xxx% 
Composite Corporate Bond Rate = CCBR 

Note: Under changes to section 412 and the addition of section 430 by the Pension Protection Act of 2006, certain 
interest rates rely on the corporate bond weighted average computed under section 412(b)(5)(B)(ii)(ll) as in effect 
for plan years starting in 2007. The table below provides those corporate bond weighted averages. 

6.17 5.55 to 6.17 5.43 

6.21 5.59 to 6.21 5.20 

_ _ ~  

1- Monthffear r CB w t d  Ava I ~ go to ioo% -1 ~ CCBR 

Aug-IO 

Jul-IO 

Jun-10 

I Dec-IO I 6.14 I 5.52 t06.14 I 5.60 

6.28 5.65 to 6.28 5.16 

6.32 5.68 to 6.32 5.44 

6.34 5.71 to 6.34 5.66 

May-IO 

Apr-IO 

Mar-10 

- I-- S e P l  0 r- 6.24 ~ I 5.62 to6.24 -1 5.17 

6.37 5.73 to 6.37 5.67 

6.39 5.75 to 6.39 5.84 

6.40 5.76 to 6.40 5.90 

Jan-10 

Monthffear 

6.42 5.77 to 6.42 5.88 

CB Wtd Avg 90 to  100% CCBR 

Nov-09 

Oct-09 

6.44 5.80 to 6.44 5.79 

6.46 5.82 to 6.46 5.76 

I Dec-09 1 6.42 I 5.78 to6.42 I 5.88 I 

Aug-09 

JUl-09 

Jun-09 

6.48 5.83 to 6.48 6.03 

6.47 5.83 to 6.47 6.39 

6.46 5.81 to 6.46 6.64 

- r SeD-09 7 6.47 I 5.83 to6.47 I 5.79 - 1  

Apr-09 

Mar49 

Feb-09 

6.39 5.75 to 6.39 7.05 

6.35 5.72 to 6.35 7.22 

6.32 5.69 to 6.32 6.83 

I Mav-09 I 6.43 I 5.78 to6.43 I 6.95 I 

Jan49 

Monthffear 

Dec-08 

6.29 5.67 to 6.29 6.47 

C8 Wtd Avg 90 to 100% CCBR 

6.27 5.64 to 6.27 6.64 

Oct-08 

Sep-08 

Aug-08 

I Nov-08 T 6.20 I 5.58 to6.20 I 7.72 - 1  
6.14 5.52 to 6.14 7.90 

6.10 5.49 to 6.10 6.98 

6.07 5.46 to 6.07 6.76 

Jul-08 6.04 5.44 to 6.04 6.79 I I I 
http://www.irs.gov/retirement/article/O,,id=l23229,OO.html 

http://www.irs.gov/retirement/article/O,,id=l23229,OO.html


Composite Corporate Bond Rate Table 

Jun-08 

May-08 

Page 2 of 4 

6.02 5.42 to 6.02 6.69 

6.00 5.40 to 6.00 6.47 

Apr-08 5.99 

I Mar-08 I 5.96 1 5.36 to5.96 t 6.46 1 
5.39 to 5.99 6.45 

I Dec-07 I 5.90 I 5.31 to 5.90 I 
NOV-07 

OCt-07 

Se11-07 

6.28 1 
5.89 5.30 to 5.89 6.14 

5.88 5.29 to 5.88 6.14 

5.86 5.27 to 5.86 6.23 

Aug-07 

JuI-07 

Jun-07 

5.84 5.26 to 5.84 6.33 

5.83 5.25 to 5.83 6.33 

5.81 5.23 to 5.81 6.32 

I 
Apr-07 

Mar-07 

Mav-07 

5.80 5.22 to 5.80 5.98 

5.80 5.22 to 5.80 5.84 

5.80 

Feb-07 I 5.79 

I 

5.21 to 5.79 5.85 

5.22 to 5.80 

Jan-07 

Monthwear 

Dec-06 

I 

5.78 5.21 to 5.78 5.89 

CB Wtd Avg 90 to 100% CCBR 

5.79 I 5.21 to 5.79 5.75 

-~ -1 
- 

6.01 

NOv-06 

Oct-06 

Sep-06 

- 
5.79 5.21 to 5.79 5.77 

5.79 5.21 to 5.79 5.94 

5.78 5.21 to 5.78 I 5.95 

Jul-06 

Jun-06 

May-06 

5.77 5.19 to 5.77 6.30 

5.75 5.18 to 5.75 6.31 

5.74 5.17 to 5.74 6.29 

I Aug-06 I 5.78 I 5.20 to5.78 

Apr-06 

Mar-06 

Feb-06 

1 
5.74 5.17 to 5.74 6.18 

5.75 5.17 to 5.75 5.89 

5.75 5.18 to 5.75 5.73 

Jan-06 

Monthwear 

Dec-05 

5.77 5.19 to 5.77 5.65 

CB Wtd Avg 90 to 100% CCBR 

5.78 5.20 to 5.78 5.72 

I 

I 

NOV-05 

Oct-05 5.81 5.23 to 5.81 5.68 

Sep05 5.84 5.25 to 5.84 5.44 

Auq-05 5.87 5.28 to 5.87 5.42 

I 

JuI-05 

Jun-05 

May45 

5.79 

_ _ _ _  
5.90 5.31 to 5.90 5.37 

5.94 5.35 to 5.94 5.26 

5.97 5.38 to 5.97 5.41 

5.21 to 5.79 

I 

5.78 1 

Mar-05 6.03 5.43 to 6.03 5.62 

Feb-05 6.07 5.46 to 6.07 5.36 

Jan45 6.10 5.49 to 6.10 5.48 

MonthiYear CB Wtd Avg 90 to 100% CCBR 

Dec-04 6.14 5.52 to 6.14 5.57 
r 

I 

I I I I 1 

I I  I I 5.55* 
(“Corrected Number) Apr-05 6.01 5.41 to 6.01 

21271201 I 
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PROMISSORY NOTE 

$527,400 Tucson, Arizona 
rY 1 

For value received, Five Hundred Twenty-Seven Thousand Four Hundred and 
no/lOO Dollars ($527,400.00) (tlie, “Loan”), this Proniissory Note (“Note”) is made 
as of the date stated above by Goodman Water Company, an Arizona public service 
corporation (“Borrower”), to tlie order of E.C. Development, Iiic., an Arizona 
corporation (“Lender”), 

RECITALS 

A, 
Certificate of Convenience and Necessity (“CC & N”) authorizing it to provide the 
public with water. 

Borrower owns and operates a public service corporation and holds a 

B. Lender is one of the owners and developers of property (the 
“Property”) located within the CC & N. 

lias authorized Borrower to issue long term debt in the mount  of this Promissory 
Note, 

C. Pursuant to Decision No. 561 18, tlie Arizona Corporation Commission 

D. The Borrower desires to borrow funds necessary for the expansion of 
the water utility plant for storage and pumping, booster, and otlier facilities necessary 
to deveIop the wafer piant to serve tlie Property, 

AGREEMENT 

FOR VALUE RECEIVED, Borrower promises and agrees as follows: 

1. Pavment. Borrower sliall pay to the order of Lender tlie principal sum of 
Five Hundred Twenty-Seveii Thousand Four Hundred and no/lOO Dollars 
($527,400.00) (the “Principal Amount“), with interest thereon at the rate of eight and 
one-halfpercent (8.5%) per annum &om the date of lhis Note, until paid in full, to be 
paid as provided below. Principal and interest skall be payable to Lender in lawful 
money of the United States of Anierica, at 6340 N. Campbell Avenue, Suite 278, 
Tucson, Arizona 85718, or at such other place as the Lender may from time to t h e  
designat e in writing . 

2. Loan. Borrower hereby agrees to use the Loan only for the expansion of 
the water utility plant For storage and pumping, booster and otlier facilities necessary 
to develop the water plant to serve the Property. 



i 

and its sitccessors and assigns and shall be ellforceable by the parties hereto and their 
respective successors and assigns; "Borrower" shall be deeined to include the 
undersigned and any and all makers, endorsers, payees, sureties and guarantors 
Iiereoc "Lender" sliall be deemed to include the payee, owner and holder hereof, now 
and in the future. 

14. Choice of Law: Amendment. This Note shall be governed by and 
construed and enforced under the laws of the state of Arizona. This Note may not be 
modified or amended except by a writing signed by all parties, 

15. Internretation. This Note constitutes the entire agreenteiit and 
understanding between the parties with respect to the subject matter hereof and 
expressly supersedes and revokes all other prior or contemporaneous promises, 
representations and assiirances of any nature wliatsoever with respect to the subject 
matter hereof. The paragraph headings in this Note are solely for the convenience of 
the parties and shall not affect the interpretation of the provisions hereof. This 
instrument shall not be construed strictly in favor of or against eitlier Borrower or the 
Lender, but according to its plain meaning. If any provision hereof shall be held 
invalid or unenforceable, the remaining provisions shall continue in full force and 
effect and shalI not be impaired thereby. 

BORROWER: 

Goodman Water Contpany, 
an Arizona copoqtion 

O i r n e :  James A: Shiner, President 
Date: d + i 2 - 08 

LENDER: 

E,C. Development Inc., 
ai Arizona c o d t i o n  

4 





Widow-and-orphan stock is relatively Io sk stock from ~wll-k:nnwn firn-is that pay high dividends. :"didcowand- 
Orpban stocks 318 generaily chosen during bear markets and ignored dtiring bull rnarkets. This is because 
these companies are perceived to be able to maintain their dlvidand paynient schediule through dificu1tfir:ancial 
times. Awidow-and-orphan stockis a conser$ative investrnentwith limited possibilitj tr)r larile gains or Irssses. 
In briefit is a stack characterized by smaller than average price inovements. a relatlvelf high dwidend. and little 
dkelihood ufdividend reduction or serious financial problems. 
In the past. Widow-and-orphan stocks ''were considered to be among the iiiust desirable of stockoptions Some 
u i d o v  and clrphan offerings were associated with COiiiPanieS that held a 111onopoI\ in a given industn. Utilities 
.Nera!are offen referred trr a5 wido*v-and-orphan stocks because i3f their nionopoip ani3 dphdend iield 
.(. ,~'~'id~~-~nd-orphan-stocl.: was the blue chic stock of its d3i. Bariks r:ew e;>!ch;deG fmm N.L? ciass as iji.e rex$: 
of their ini~o+vemen: in the 5ubb:e and crssh G: 1329. !: i ~ l id  not unbf sewia/ )caw a&r the government- 

;neiwied reyu!etwia :YE the ~;t?lch sepwaiea i:?:esive?:r Lisrrhag drrd ''reG&X!av com:??ercial 
banKing., &Cif "n;dOfi's and Of@ihafi&.' IYBB again 3ppf;ed io CGinlWeicla! s.ailks 
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Article Comments (0) 

Do "Widow And Orphan" Stocks Still Exist? 
by Rick Wayman Kcntact Authcr Biccraph; '  

- h a  19 I*L< ~-1 Eniall W i c k  I J a t  

F6lerlUndec Bankin6 Bonds EWmreneur - 
In the past the term 'widows and orphaiis"was used to describe stocks with a relatively 
high degree of safet;. and diwdend income Because they had relatively minimal risk and 
prowded income to feed the fatnily these kinds of stocks were literally thought to  be the only 
investments suitable for widows and orphans The term IS notexworthy because It was 
generally used during market bottoms hut today it means soinething different [Explore 
arguments for and against company diwdend 
how much to pay out in How at d I l " i u  Do C o G i e s  Fa, D,, den&;] 

and learn how companies determine 

FREE PRACTICE ACCOUNT 

History of the Stack 
A '~idoai-aiid-orohan stock was the blue chic 
stock of its day  the stock of a large well-known 
firm that was thought to have an unassailable 
market leadership position and that paid a 
"good" dividend This term was generally 
applied to utility stacks (electric gas and 
telephones) Utilities are often referred to as 
widow-snd-orphan stocks because of their 
monopoly [or if you prefer government- 
mandated niarket leadership) and - 

Banks were excluded from this class as  
the result of their involvement in the bubble and 
crash of 1925 It w a s  not until several years 
alter the governmatit-instituted regulations like 
the Glass-Steagall Act which separated 

investiiient banking and "regular" cotnmercial banking. that 'widows and orphans' was again 
applied to comtnercial banks Depending on the business cycle the tern1 mas also applied 
to railroad and auto stocks. 
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‘om: Veronia Rivera [ \ ~ r i v ~ r a ~ a z , , ~ l ~ , g o ~ ]  Sent: Thu 3JCUll 11.17 A 
>. Schoemperlm, Jim 
c‘ 

Jbied, R E  WIFA inauirv 

1- OK For FY 10  the average was 2 83% for public and 3 6896 for pridates for 20-year construction loans 

We also offer 1% interest for %year design loans Finally we tiwe no application fees or closing costs 

From: Schoemperlen, I im 
Sent: Thursday, March 03, 2011 1 1 : l O  AM 
TO: Veronica Fwera 
Subject: R E  WIFA inquiry 

Thanks Veronica. I saw that but what I am looking for IS a Range for Interest Rates i f  my clients would be successful in 
obtaining a loan through the WIFA program That way they can compare to commercial rates and determine whether or not 
this is something they would want to look in T o 

Regards. 
V 
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BEFORE THE ARIZONA CORPORATION COMMISSION 

COMMISSIONERS Arizona Corporaiior: &rnrnission 
JEFF HATCH-MILLER. Chairman DOCKETED 
WILLIAM A. MUNDELL 
MARC SPITZER 
MIKE GLEASON 
KRISTIN K. MAYES 

1 
. - /  

[N T I E  MATTER OF THE APPLICATION OF 
GOODMAN WATER COMPANY FOR AN 
EXTENSION OF ITS CERTIFICATE OF 
CONVENIENCE AND NECESSITY. 

DOCKET NO. W-02500A-05-0443 

68444 DECISION NO. 

)ATE OF HEARING: 

’LACE OF HEARJNG: 

lDMINISTRATIVE LAW JUDGE: 

PPEARANCES: 

LY THE COMMISSION: 

* * * * * * 

OPINION AND ORDER 

December 8,2005 

Tucson, Arizona 

Jane L. Rodda 

Mr. Michael McNuIty, LEWIS & ROCA, 
LLP, on behalf of Goodman Water 
Company; and 

Ms. Linda Fisher, Staff Attorney, Legal 
Division, on behalf of the Utilities 
Division of the Arizona Corporation 
Commission. 

* * * * 
Having considered the entire record herein and being hlly advised in the premises, the 

Jizona Corporation Commission (“Commission”) finds, concludes, and orders that: 4 

FINDINGS OF FACT 

1. On June 17, 2005, Goodman Water Company (“Goodman” or “Company”) filed with 

Le Commission an Application to Extend its Certificate of Convenience and Necessity (“‘CCN” or 

Certificate”) in Pinal County. 

2. By its application, Goodman is seeking Commission authority to extend its service 

rritory to include a planned development known as Eagle Crest West. 

3. On July 12, 2005, Commission Utilities Division Staff (“Staff‘) notified Goodman 

I A- Jane\CCNV006\guodmanCCN Eut doc 
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DOCKET NO. W-025OOA-05-0443 

nt to the requirements of the Arizona Administrative 

4, On August 23,2005, the Company provided additional documentation in support of its 

application. 

5 .  On September 16,2005, Staff filed a Sufficiency Letter indicating the application had 

met the sufficiency requirements of A.A.C. R14-2-402(C). 

6. By Procedural Order dated September 22, 2005, the matter was set for hearing in 

Tucson, Arizona, and procedural guidelines and deadlines were established. 

7. On November 18, 2005, Staff filed its Staff Report that recommends approval of the 

application. 

8. The hearing convened as scheduled on December 8,2005, at the Commission’s offices 

in Tucson, Arizona. 

9. Goodman currently provides water utility service to approximately 500 connections in 

an 800 acre development known as Eagle Crest located near Oracle Junction in Pinal County, 

Arizona. 

10. Goodman was originally incorporated in 1985 as Panarama Properties, Inc. dba 

Goodman Water Company. The Commission approved a CC&N in Decision No. 561 18 (September 

15, 1988). Pursuant to Decision No. 656511 (February 18, 2003), on March 5 ,  2003, Goodman filed 

3 Notice of Name Change, indicating that the corporation changed to Goodman Water Company. 

The only shareholders of Goodman are Mr. James Shiner, President, Mr. Alexander Sears and D.R. 

Horton, Inc. 

11. The proposed extension area will extend the Company’s current service territory by 

Lpproximately 188 acres. The legal description of the proposed extension area is attached hereto, and 

ncorporated by reference, as Exhibit A. The proposed extension area is contiguous to Goodman’s 

:urrent CC&N. 

12. Goodman currently has two wells with a total production capacity of 1,240 gallons 

Decision No. 6565 1 authorized Goodman to issue $1,047,680 of common stock. 

DECISION NO. 68444 
___1$ 

2 
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DOCKET NO. W-02500A-05-0443 

per minute (gpm), and 400,000 gallons of s-xage capacity. The existing production and storage can 

serve approximately 1,000 connections. 

13. Based on historical growth rates, Goodman’s current CC&N area could have a total of 

1,300 customers at the end of five years. The Company predicts 450 additional customers in the 

proposed extension area at the end of five years. 

14. The proposed extension area will be developed in two phases. Ground breaking for 

the frst phase will not occur prior to June 2006. The development will be a mixed use community 

with approximately 420 residential lots and 27 acres of commercial development. The master 

ieveloper is Eagle Crest West LLC, which is owned by Mr. Shiner and Mr. Sears. 

15. The Company proposes to construct a new 800 gpm well and a 530,000 galIon storage 

ank in the proposed extension area which will serve customers in the Company’s existing CC&N 

wea as well as in the proposed extension area. 

16. Staff believes that the existing system has adequate production and storage capacity to 

;ewe the existing and proposed CC&N extension area within a conventional five-year planning 

Jeriod and can reasonably be expected to develop additional storage and production as required in the 

h r e .  

17. Goodman will finance the facilities required for the expansion through a combination 

) f a  sale of stock’ and Developer Line Extension Agreements. Advances in Aid of Construction are 

)ften take the form of Main Extension or Line Extension Agreements (“MXAs”). The minimum 

:riteria for MXAs are established by A.A.C. R14-2-406. Usually the agreements require the 

leveloper to design, construct and install (or cause to be installed), all facilities to provide adequate 

;emice to the development. The developer pays all costs of constructing the required facilities. 

Jpon acceptance of the facilities by the utility, the developer conveys the facilities to the developer 

hrough a warranty deed. Utility companies will often refund 10 percent of the annual water revenue 

issociated with development for a period of 10 years. Staff recommends that Goodman file with 

locket Control, as a compliance item in this docket, for Staff review and approval, a copy of the 

4 

The Company understands that it is required to come to the Commission for financing authority. 

3 DECISION NO. 68444 A 
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hlly executed main extension agreements for water facilities for the extension area within 365 day5 

of a decision in this matter. 

18. The Arizona Department of Environmental Quality (“ADEQ”) has determined the 

Company’s existing system is currently delivering water that meets the water quaIity standards 

required by Arizona Administrative Code, Title 18, Chapter 4. 

29. The U.S. Environmental Protection Agency (“EPA”) has reduced the arsenic 

maximum contaminant level (“MCL”) in drinking water from 50 micrograms per liter (“pg/l“) to 10 

ugh. The date for compliance with the new MCL is January 23,2006. The most recent lab analysis 

3y the Company indicates that the arsenic level in its source supply wells in 2 &I. Based on this 

usenic concentration, the Company is in compliance with the new arsenic MCL: 

20. Goodman is within the Tucson Active Management Area. Because Goodman supplies 

ess than 250 acre-feet of water annually for non-imgation use, it is considered a “small provider” 

md is not subject to the gallons per capital per day (“GPCD”) limit and conservation rules, an& is 

inly required to monitor and report water use. ADWR indicates that Goodman is in compliance with 

ts monitoring and reporting requirements. 

21. A Curtailment Plan Tariff is an effective tool to allow a water company to manage its 

’esources during periods of shortages due to pump breakdowns, droughts, or other unforeseeable 

:vents. Goodman has an approved Curtailment Plan Tariff that has been in effect since February 18, 

!003. 

22. The Company is current with its property and sales taxes, and is in complaicne with all 
u 

:omission Orders and rules. 

23. Goodman has proposed to provide water utility service to the extension area under its 

uthorized rates and charges. Staff concurs. 

24. Every applicant for a CC&N andor CC&N Extension is required to submit to the 

:ommission evidence showing that the applicant has received the required consent, franchise or 

emit from the proper authority. If the applicant operates in an unincorporated area, the company 

.as to obtain a fi-anchise from the county. Staff recommends that Goodman be required to file with 

locket Control, as a compliance item in this docket, a copy of the franchise agreement from Pinai 

4 DECISIONNO. 68444 4 
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of the decision in this matter. 

25. At the time of the hearing, Goodman submitted evidence that it had applied to Pina 

County for a franchise, but as of the date of this Order, had not submitted a copy of the Count3 

franchise as recommended by Staff. 

26. Staff further recommends that Goodman file with Docket Control as a compliance 

item in this docket, a copy of the developer’s Certificate of Assured Water Supply for the “Eagle 

Crest West” extension area, within 365 days of the effective date of this Order. 

27. Staff also recommends that the Decision granting the requested CC&N extension be 

:onsidered null and void should Goodman fail to meet any of Staffs recommended conditions withir! 

the times specified. 

28. Because an allowance for the property tax expense of Goodman is included in the 

2ompany’s rates and will be collected f7om its customers, the Commission seeks assurances from the 

2ompany that any taxes collected from ratepayers have been remitted to the appropriate taxing 

iuthority. It has come to the Commission’s attention that a number of water companies have been 

xnwilling or unable to fulfill their obligation to pay the taxes that were collected from ratepayers, 

iorne for as many as twenty years. It is reasonable, therefore, that as a preventive measure Goodman 

:hould annually file, as part of its annual report, an affidavit with the Utilities Division attesting that 

he company is current in paying its property taxes in Arizona. 

CONCLUSIONS OF LAW 

1. Goodman is a public service corporation within the meaning of Article X V  of the *( 

bizona Constitution and A.R.S. §§ 40-281 and 40-282. 

2.  The Commission has jurisdiction over Goodman and the subject matter of the 

ipplication. 

3. 

4. 

Notice of the application was provided in accordance with law. 

There is a public need and necessity for water service in the proposed extension area 

let forth in Exhibit A. 

5 .  Goodman is a fit and proper entity to receive a CC&N to provide water service in the 

troposed extension area. 

DECISION NO. 68444 4 5 
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DOCKET NO. W-02500A-05-044: 

6 .  Staffs recommendations contained in Findings of Fact Nos. 17,23,24,26 and 27 arc 

reasonable and should be adopted. 

ORDER 

IT IS THEREFORE ORDERED that the application of Goodman Water Company for ar 

extension of its Certificate of Convenience and Necessity to provide water service in Pinal County a? 

described in Exhibit A hereto, is approved. 

IT IS FURTHER ORDERED that Goodman Water Company shall charge its existing rate5 

and charges within the approved extension area. 

IT IS FURTHER ORDERED that Goodman Water Company shall file with Docket Control 

as a compliance item in this docket, for Staff review and approval, a copy of thk fully executed main 

zxtension agreement(s) for water facilities for the extension area within 365 days of the effective date 

Jf this Order. 

IT IS FURTHER ORDERED that Goodman Water Company shall file with Docket Control 

5s a compliance item in this docket, a copy of the developer’s Certificate of Assured Water Supply 

kr  the “Eagle Crest West” extension area, within 365 days of the effective date of this Order. 

IT IS FURTHER ORDERED that Goodman Water Company shall file with Docket Control 

LS a compliance item in this docket a copy of the franchise agreement fiom Pinal County for the 

,equested area within 365 days of the effective date of this Order. 

IT IS FURTHER ORDERED that the Decision granting the requested CC&N extension be 

:onsidered null and void should Goodman Water Company fail to meet the above conditions within 

he times specified. 
* 

. . 

.. 

. .  

. .  

. .  

. .  

. .  
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IT IS FURTHER ORDERED that Goodman Water Company shall annually file as part of its 

annual report, an affidavit with the Utilities Division attesting that the Company is current in paying 

its property taxes in Arizona. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION. n 

ZOMMISSIONER COMMISSIONER coMM1- 

IN WITNESS WHEREOF, I, BRIAN C. McNEIL, Executive 
Director of the Arizona Corporation Commission, have 
hereunto set my hand and caused the official seal of the 
Commission to be affixed at the Capitol, in the City of Phoenix, 
this 3 , d  day of Fyh.  ,2006. 

EXEXUTIVE DIRECTOR ,/‘ 

IISSENT 

I IS S ENT 

7 DECISION NO. 68444 
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Motion To Withdraw Application 

f > \  

BOB STUMP 
Commissioner 

t-- .-,A- .-,- 4 
1 

IN THE MATTER OF THE APPLICATION OF ) 
GOODMAN WATER COMPANY FOR AN 
EXTENSION OF ITS CERTIFICATE OF 
CONVENIENCE AND NECESSITY 

On February 2, 2006, in Decision No. 68444 (the “Decision”’), the Arizoni: 

Corporation Commission (the “Commissiony’) approved an extension of the Certificate 0. 

Convenience and Necessity (“CC&N”) held by the Goodman Water Company (thc 

”Company”). The owner of the land within the territory affected by the Decision wished tc 

develop that property, and having a committed water utility was (and always is) i 

precondition for its successful development. Further descriptions of the efforts undertaken 

by the landowner can be found in the Procedural Order entered by the Administrative Lat? 

Judge in this matter on the 13* day of April, 2007. After several years of efforts to identifj 

a wastewater utility arid to rezone the property, the landowner uitimately faced a collapsed 

real estate market, as a consequence of which ail previous efforts became unavailing, and 

all present efforts, deferred. 

As a result, the landowner was unable to obtain a Certificate of Assured Water 

Supply, and the Company cannot provide the Commission, at least during the timeframes 
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previously established, a copy of the Certificate or with a main extension agreement, both 

being the predicates for extending its CC&N as described in Decision No. 68444. 

While the landowner and the Company both are confident that in the fullness of time 

the conditions for the development of the property will come again, the Company i 

mindful that the Commission’s previous approval of an extension is unlikely to be repeatec 

Consequently, Goodman Water Company respectklly moves that the application it filed ii 

this matter, to extend its Certificate of Convenierice & Necessity, be withdrawn, withou 

prejudice, so that the same may be refiled at such time as the landowner may be able ti 

accomplish the rezonings and assured water supply certifications that are a prerequisitive tc 

the development of the property in question, 

RESPECTFULLY SUBMITTED this 2nd day of April, 2010. 

LEWIS AND ROCA 

Michael F. McNult 

One South Church Avenue, Suite 700 
Tucson, Arizona 85701-161 1 

MMcNulty@,L aw.com 
Attorneys f6r Goodman Water Company 

Lewis and Roca, L Ly P 

kL (520-629-4453 

ORIGINAL and thirteen (13) copies 
of the fore oing filed this 2nd day of 
April, 201 f , with: 

Arizona Corporation Commission 
Utilities Division 
Docket Control 
1200 W. Washington Street 
Phoenix, Arizona 85007 
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